Analyzing an overlapping generations model with growing endowments and a government sector that is permitted to have a budget deficit forces the real interest factor to deviate from Samuelson's biological interest factor. Fiscal policies then affect the real interest factor, which in turn has consequences both for the direction and the effectiveness of those fiscal policies. These consequences depend upon the borrowing position of the young.
Introduction
The overlapping generations model introduced by Samuelson (1958) has been used extensively for the analysis of alternative government fiscal policies. Important extensions of the model were the introduction of storable output by Cass and Yaari (1966) and of production by Diamond (1965) and again by Cass and Yaari (1967) . An important extension, the bequest motive, was introduced by Barro (1974) and generalized by Buiter (1979) . Building on the exchange variety of the model the main objective of the paper is to analyze the implications of the presence of a government budget deficit on * We would like to thank Jo Ritzen, Marcel Peeters, Casper de Vries, Georg Tillmann, Richard Gigengack, an anonymous referee, and the participants of workshops at Erasmus University and the University of Groningen for helpful comments on an earlier version of the paper. We owe a special debt to Claus Weddepohl for stimulating our interest in this subject. The paper was presented at the 5th annual meeting of the European Economic Association, Lisbon 1990. alternative fiscal policies and on changes in wealth and growth of the economy. Aggregate endowments grow due to population growth and growth of individual endowments. The existence of a government budget deficit forces the Samuelson biological rate of interest to deviate from the real interest rate. This deviation has remarkable consequences for the influence of different fiscal policies. These fiscal policies are analyzed in the presence of a constant government budget deficit and compared with the same fiscal policies in the case of a balanced budget. Section 2 introduces the model. Section 3 analyzes existence and stability. Section 4 discusses the influence of parametric changes on the real interest factor and section 5 discusses the influence of different fiscal policies. Section 6 concludes.
The Model
Consider a growing two-period overlapping generations exchange economy with a government sector. Growth occurs in two ways: the population grows at a rate of (Tr -1) every period and per capita endowments grow at a rate of (A -1). Government expenditures and taxes are assumed to grow at a rate (',/-1). We will assume that the government never has a budget surplus. Any deficits, now or from the past, are financed by issuing bonds with a fixed positive nominal interest rate of (R -1). Bonds are the only store of value. 1 Taxes are lump sum und therefore non-distortionary. Each member of a generation is taxed identically.
The individual consumer maximizes his intertemporal utility function, 2 U(cl(t), cz(t + 1)), assumed to be the same for every consumer, through his choice of consumption and bonds, subject to the budget constraints 3
p(t)ct(t) + b(t) = p(t) ~l(t)
7r t j , p(t + 1)c2(t + 1) = R b(t) + p(t + 1) (~2(t + 1)
(1)
